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MEMORANDUM

The requests and data presented by California American Water (“Cal Am”) in1

Application (“A.”) A.16-07-002 were examined in order to provide the Commission with2

recommendations that represent the interests of ratepayers for safe and reliable service at3

lowest cost. Suzie Rose is ORA’s project lead for the proceeding. Richard Rauschmeier4

is ORA’s oversight supervisor. Paul Angelopulo and Kerriann Sheppard are ORA’s legal5

counsel.6

Although every effort was made to comprehensively review, analyze and provide7

the Commission with recommendations on each ratemaking and policy aspect presented8

in the application, the absence from ORA’s testimony of any particular issue does not9

necessarily constitute its endorsement or acceptance of the underlying request,10

methodology, or policy position related to that issue.11
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I. INCOME TAXES1

2

A. INTRODUCTION3

This chapter presents the results of ORA’s analysis of Cal Am’s Income Tax4

expenses for Test Year (“TY”) 2018 related to General Rate Case (“GRC”) A.16-07-002.5

For ratemaking purposes, Income Tax expenses consist of the Federal Income Tax6

(“FIT”) and California State Income Tax, referred to as the California Corporate7

Franchise Tax (“CCFT”).  Income Tax expenses are part of a utility’s normal Cost of8

Service and thus are funded by its ratepayers.  Accordingly, this chapter contains9

recommendations for Cal Am’s TY 2018 Income Tax expenses.10

The recommendations are based on an analysis of Cal Am’s application,11

testimony, workpapers, and responses to discovery requests. In addition, ORA reviewed12

previous Commission rulings, information contained within the Internal Revenue Service13

(“IRS”) Internal Revenue Code (“IRC”), and information from the California Franchise14

Tax Board (“FTB”) when appropriate.  The remainder of this chapter consists of a15

summary of recommendations, followed by a discussion section that includes the16

background and rationale for each recommendation.17

18
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B. SUMMARY OF RECOMMENDATIONS1

1. The Commission should adopt a 15% corporate tax2

rate for Cal Am’s TY 2018 FIT expense forecast.3

2. Cal Am should deduct the 2017 adopted amount of4

CCFT in rates from the TY 2018 FIT expense.5

3. The Commission should adopt ORA’s methodology6

for calculating Cal Am’s IRC Sec. 199 Domestic7

Production Activities Deduction.8

C. DISCUSSION9

For real-world Federal Income Tax purposes, Cal Am is a subsidiary of American10

Water Service Company (“American Water”), and is consolidated with American11

Water’s other subsidiaries on American Water’s Federal Income Tax return.  For12

California ratemaking purposes, the Commission’s method for calculating Federal13

Income Tax expense is known as “normalization,” which entails calculating and14

including in rates what Cal Am’s FIT liability would be if it were an unconsolidated15

California corporation.16

Under the normalization method, depreciation expense for FIT ratemaking is17

calculated using the straight-line book value method, instead of using an accelerated18

depreciation schedule. The difference between straight-line book depreciation and the19

real-world accelerated tax depreciation schedule gives rise to a balance in Accumulated20

Deferred Federal Income Taxes (“ADFIT”).  For ratemaking purposes, the ADFIT21

balance acts as a reduction from rate base which benefits ratepayers, while outside of22

ratemaking the utility benefits due to its realization of either a reduced real-world tax23

liability, or in some cases a net operating loss that can be applied to reduce other tax24

years’ liability.25
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1. Income Tax Rates1

Cal Am forecasts its TY 2018 Income Tax Expense using rates of 8.84% for2

CCFT and 35% for FIT expense. The Commission should adopt the 8.84% tax rate for3

CCFT expense and a 15% tax rate to forecast FIT expense for TY 2018. The4

recommendation of a 15% tax rate to forecast the FIT expense is based on the stated5

policy goals of the Trump administration, which specify:6

“The Trump Plan will lower the business tax rate from 35 percent to 15 percent,7

and eliminate the corporate alternative minimum tax. This rate is available to all8

businesses, both small and large, that want to retain the profits within the9

business.”1
10

Indeed, the Trump nominee for Treasury Secretary Steven Mnuchin restated the11

administration’s 15% corporate tax rate goal during a recent interview with business12

media:13

MNUCHIN: Our number one priority is tax reform.  This will be that largest14

tax change since Reagan. We’ve talked about this during the campaign.  Wilbur15

and I have worked very closely together on the campaign.  We’re going to cut16

corporate taxes which will bring huge amounts of jobs back to the United States.17

KERNEN: Where do you think you can get to on that?18

MNUCHIN: We’re going to get to 15% and bring a lot of cash back into the U.S.
2

19

The Commission should adopt a 15% FIT rate for TY 2018 because that is the20

most likely estimate at this time.  Furthermore, there is no evidence that Cal Am’s tax21

rate of 35% will be the prevailing rate in 2018.  Due to the sizeable economic impact of22

the forthcoming corporate tax rate change, if not forecasted properly in this GRC, the23

1 "Tax Plan." Donald J Trump for President. Web.27 Dec. 2016.
<https://www.donaldjtrump.com/policies/tax-plan>.
2 Web. 27 December 2016. <http://www.cnbc.com/2016/11/30/cnbc-transcript-steven-mnuchin-and-
wilbur-ross-speak-with-cnbcs-squawk-box-today.html>
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result will be a windfall for Cal Am at ratepayers’ expense. For example, in Cal Am’s1

Sacramento District alone, changing only the FIT rate from 35% to 15% in Cal Am’s2

proposed revenue requirement model reduces Cal Am’s proposed TY 2018 revenue3

requirement by $3.6 million. As a result, Cal am would collect $3.6 million annually4

from ratepayers that it would not pay in income tax. The table below demonstrates the5

difference in Cal Am’s proposed revenue requirement by district when adjusting for the6

new 15% tax rate.7

Table 1-1. Impact of Tax Rate Change on Revenue Requirement

As seen in the table above, the impact of adopting the FIT rate change from 35% to8

15% reduces Cal Am’s TY 2018 proposed revenue requirement by $10.7 million.
3

In9

order to prevent a windfall to Cal Am at the expense of its ratepayers, it is imperative that10

the Commission adopt at 15% Federal Income Tax rate for Cal Am in this proceeding.
4

11

3 Cal Am’s proposed revenue requirement from workpaper ALL_CH02_SE_RO.  Adjusting only the FIT
rate to 15% results in the Rev. Requirement amounts shown in Table 1-1.
4 Also see section III: Return on General Office Rate Base for ORA’s recommendation to reduce Cal
Am’s pre-tax Cost of Capital rate resulting directly from adopting the 15% corporate income tax rate.

Cal Am's Rev. Requirement Proposed
Proposed Using 15% $ Rev. Req.

Rev. Requirement FIT rate Difference Reduction %

Monterey $66,522.0 $63,562.9 $2,959.1 4.45%
Toro $629.6 $611.0 $18.6 2.95%
Garrapata $155.1 $143.3 $11.8 7.61%
Monterey WW $3,686.0 $3,635.8 $50.2 1.36%
Los Angeles $39,308.6 $37,167.6 $2,141.0 5.45%
Sacramento $61,881.0 $58,204.5 $3,676.5 5.94%
Ventura $40,009.7 $38,893.9 $1,115.8 2.79%
San Diego $31,156.9 $30,569.1 $587.8 1.89%
Larkfield $3,474.6 $3,315.0 $159.6 4.59%
Totals $246,823.5 $236,103.1 $10,720.4 4.34%

($ in thousands)

MC8
Rectangle
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2. CCFT expense deduction from FIT1

The IRS allows a taxpayer to deduct CCFT when calculating its Federal Income2

Tax expense.  At issue in this GRC is determining the correct method for calculating the3

CCFT deduction for Cal Am when forecasting FIT expense in TY 2018. According to4

the IRS, “for federal income tax purposes, a taxpayer that uses an accrual method of5

accounting incurs a liability for California franchise tax in the taxable year following the6

taxable year in which the tax is incurred.”5
Thus, according to the IRS, the amount of the7

deduction should be based on the CCFT amount incurred in the year before the Test8

Year. Deducting the amount of CCFT paid in the prior year when forecasting the TY FIT9

expense is also a long-standing Commission methodology first adopted in D.89-11-058.
6

10

D.89-11-058 also remains the Commission’s most authoritative decision regarding11

the methodology for calculating the prior-year’s CCFT deduction.  The Commission12

adopted the method referred to as “DRA’s Alternative 2” for calculating the CCFT13

deduction.
7 “DRA’s Alternative 2” makes clear that the amount of CCFT deducted in the14

Test Year from Federal Income Tax should be based on the amount of CCFT adopted in15

rates:16

“Require that test year and attrition year CCFT estimates adopted in rates be17

specifically defined and made available to the Commission staff responsible for18

putting together the FIT (federal income tax) estimates for the following attrition19

or test year so that there is no time lag in CCFT deductibility.  The prior years20

estimated CCFT collected in rates would always be available as a deduction for21

the test or attrition year FIT calculation.”8
22

5 IRC Sec. 461(d) and IRS Rev. Rul. 2003-90.  Retrieved Web. 27 December 2016
<http://www.irs.gov/2003-33_IRB/ar10.html>
6 D.89-11-058, p. 10.  Conclusion of Law 1.
7 D.89-11-058, p. 9. “We will adopt DRA’s Alternative 2.”
8 D.89-11-058, p. 7.
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In this GRC, the Commission is setting rates for TY 2018, meaning the1

appropriate CCFT deduction should be the CCFT amount adopted for 2017.  These2

amounts are found in Cal Am’s attrition filings made in November 2016, with an3

effective date of January 2017.4

Cal Am’s methodology for determining the TY 2018 CCFT deduction disregards5

D.89-11-058 and “DRA Alternative 2,” and uses an estimate of 2017 CCFT instead of the6

amount adopted in rates.  Cal Am’s method begins with estimated revenues at present7

rates and then subtracts estimated 2017 expenses to arrive at its state taxable income for8

2017.  Cal Am multiplies this amount by the 8.84% tax rate to arrive at an estimated9

CCFT amount for 2017.  Cal Am then uses its estimated 2017 CCFT amount as the FIT10

deduction in TY 2018.
9

11

When asked to explain why Cal Am used an estimate of prior year 2017, Cal Am12

at first objected to the question, and then partly answered by citing to D.89-11-058:13

“…In the decision under page 2 on the Opinion Summary the Commission14

determined for ratemaking purposes utilities should use the prior year’s CCFT in15

the calculation of Federal Income Tax expense by stating ‘Therefore the prior16

years’ CCFT number should be used in future ratemaking calculations of federal17

income tax expense.’”10
18

However, as stated above, D.89-11-058 requires that the amount of CCFT adopted19

in rates in the prior year be used as the Test Year CCFT deduction, not an amount20

estimated by the utility for the prior year.  Although Cal Am attempts to rely on D.89-11-21

058, its estimating methodology is not supported by that Decision.  As a result, Cal Am’s22

method should be rejected by the Commission.23

9 Cal Am workpaper ALL_CH02_SE_RO, all districts’ Rev. Req. tabs, column I shows “Estimated 2017”
Rev. Req;  Cell I65 shows estimated 2017 CCFT, Cell J67 then subtracts cell I65 to calculate TY 2018
Federal Taxable Income.
10 Cal Am’s response to Data Request ORA MC8-001, Q.3.
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Cal Am’s methodology is also inappropriate on its face.  Cal Am’s methodology1

would seemingly task the Commission with reviewing all of the components of its 20172

estimated revenues and expenses in order to generate the CCFT number, even though the3

expense amounts used in its 2017 estimate are not adopted data. Instead, Cal Am’s4

estimated 2017 expenses appear to be inflated from adopted amounts, which tends to5

substantially reduce the amount of the CCFT deduction available for ratepayers in TY6

2018.  The table below presents a comparison of the amount of 2017 CCFT deduction7

estimated by Cal Am and the amount of 2017 CCFT adopted in Cal Am’s rates.
11

8

Table 1-2. Cal Am’s 2017 estimated CCFT vs. adopted 2017 CCFT

As shown in the table above, ratepayers are funding $3.76 million CCFT in9

adopted rates in 2017.  For tax year 2018, the IRS requires California tax payers to deduct10

the CCFT amount paid in 2017.  Therefore Cal Am’s 2018 rates should include a11

combined CCFT deduction for $3.76 million. Cal Am’s estimating methodology results12

in a combined $1.7 million reduced tax deduction in TY 2018, which increases Cal Am’s13

revenue requirement by approximately $595,000.
12

14

ORA’s methodology uses the adopted prior year CCFT amount as a deduction15

from FIT and therefore is in compliance with federal tax law and with D.89-11-058,16

11 Adopted CCFT data from Cal Am attrition filings for 2017. Advice Letters 1137, 1138, 1139, 1140,
1141, 1142.
12 ($3,761,800-$2,061,200)=$1,700,600 * 35% FIT rate = $595,210 additional FIT expense from Cal
Am’s use of a lower estimated CCFT deduction than 2017 adopted amounts.

Cal Am's 2017 Adopted 2017 amount
Estimated CCFT of CCFT (attrition filings)

Monterey $1,028,400 $1,117,300
Los Angeles $272,400 $732,000
Sacramento $350,800 $1,212,500
Ventura $269,700 $459,000
San Diego $116,100 $188,000
Larkfield $23,800 $53,000
Total TY 2018 Deduction: $2,061,200 $3,761,800

MC8
Rectangle
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where the Commission adopted a method referred to as “DRA Alternative 2.”13
Cal1

Am’s method uses an estimate of the prior year amount of CCFT, which is not supported2

by D.89-11-058, and is unfair to ratepayers.  For the reasons stated above, the3

Commission should adopt ORA’s methodology for forecasting Cal Am’s CCFT4

deduction in this GRC.5

3. IRC Sec. 199 Domestic Production Activities6

Deduction (“DPAD”).7

The American Jobs Creation Act of 2004 established IRC Section 199, which8

allows business taxpayers a deduction for a certain percentage of qualifying income from9

taxable income.  IRC Section 199 also contains the instructions for the taxpayer applying10

the DPAD deduction.  Since 2009, the DPAD deduction has allowed a deduction amount11

equivalent to 9% of the lesser of the Qualified Production Activities Income (QPAI) of12

the taxpayer for the taxable year, or taxable income for the taxable year.14 The DPAD13

deduction provides a benefit to utilities and ratepayers in that it reduces taxable income14

and therefore FIT expense.  As a result, the larger the DPAD deduction amount15

forecasted into rates, the greater the benefit to ratepayers.16

In A.16-07-002, Cal Am’s DPAD forecasting methodology begins with a taxable17

income amount (before any deduction for CCFT and before applying the DPAD). Cal18

Am then deducts (subtracts) the “current year” TY 2018 CCFT forecast to arrive at a TY19

2018 taxable income amount before the DPAD. Cal Am then applies a percentage of20

water produced multiplier to get a DPAD taxable income. Cal Am applies the 9% rate to21

this amount to estimate the DPAD amount that  Cal Am uses as a deduction in its TY22

2018 FIT calculation.
15

23

13 D.89-11-058, p. 9.
14 IRC Sec.199(a).
15 Cal Am workpaper ALL_CH02_SE_RO, tabs (all districts) “Rev Req”, rows 149-184.
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Cal Am’s deduction of the TY 2018 CCFT amount for calculating taxable income1

for the DPAD is incorrect.  As discussed in Item 2 above, according to the IRS, the2

amount of CCFT a taxpayer is allowed to deduct in a tax year is based on the amount of3

CCFT paid in the year prior.16 The DPAD itself is based on 9% of the lesser of QPAI or4

taxable income for the taxable year. As a result, the Commission should adopt a DPAD5

treatment for Cal Am that deducts the prior year’s 2017 CCFT, not the current TY 20186

year amount. Although the overall revenue requirement impact of this recommendation7

is small, the Commission should require consistency from Cal Am.
17

Consistent with8

ORA’s recommendation in Item 2 above, the CCFT deduction for calculating the DPAD9

should be based on the adopted CCFT in 2017 (the year prior to the Test Year).10

Cal Am’s use of the TY 2018 CCFT amount to calculate taxable income for the11

DPAD is also inconsistent within its own basic FIT methodology. As discussed in Item 212

above, when calculating FIT expense for TY 2018, Cal Am deducts an estimate of the13

prior year’s 2017 CCFT to get the TY 2018 taxable income. However, when calculating14

the separate DPAD deduction in the same FIT expense forecast, Cal Am deducts the15

comparatively larger TY 2018 CCFT amount from taxable income, lessening the16

deduction value.  The result of Cal Am’s inconsistent methodology is that both of its17

chosen CCFT treatments minimize deduction amounts, which maximizes the TY 201818

FIT expense. To illustrate, in Los Angeles County, Cal Am calculates TY 2018 FIT19

liability starting with $39,308.6 in revenues decreased by $30,853.8 operating expenses20

and a $70.9 DPAD to arrive at $8,383.9 taxable income.
18

Cal Am then deducts 201721

estimated CCFT $272.4 to get $8,111.5 taxable income.
19

However, to calculate the22

above $70.9 DPAD, Cal Am started with $39,308.6 in revenues decreased by $30,853.823

16 IRC Sec. 461(d) and IRS Rev. Rul. 2003-90. Web. 27 December 2016 <https://www.irs.gov/2003-
33_IRB/ar10.html>
17 Approximate revenue requirement impact across all districts is < $2,000 when combined with ORA’s
other recommendations.
18 Cal Am workpaper ALL_CH02_SE_RO, tab “LAC Rev Req”, cells J95-J115. ($ in thousands).
19 Cal Am workpaper ALL_CH02_SE_RO, tab “LAC Rev Req”, cell J115. ($ in thousands).
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operating expenses and then chose to deduct the 2018 CCFT amount $747.4 instead of1

$272.4 from 2017, making the DPAD deduction smaller than if Cal Am had been2

consistent and deducted the 2017 CCFT estimate of $272.4.
20

The result of Cal Am3

choosing two different CCFT deduction methods is that both methods act separately to4

maximize the revenue requirement.  Cal Am uses relatively low estimated 2017 CCFT5

amounts to deduct from TY 2018 taxable income, which increases the FIT expense6

forecast.  Cal Am then chooses comparatively higher TY 2018 CCFT amounts to deduct7

during the DPAD calculation, thereby minimizing the DPAD deduction, which also8

increases the FIT expense forecast.9

Cal Am explained why it used the TY 2018 CCFT amount for the deduction when10

it calculated the DPAD:11

“… because the issue of working cash that was identified by the Commission12

regarding the CCFT deduction for federal income tax purposes for ratemaking13

does not apply to the DPAD.  In addition, the DPAD did not exist when D.89-11-14

058 was adopted.”21
15

Cal Am’s explanation lacks merit.  As explained above, the DPAD is based on IRC Sec.16

199 that allows a deduction for 9% of the lesser of either: QPAI, or taxable income for17

the taxable year, and the IRS directs that taxable income be calculated deducting CCFT18

from the prior year.
22 Furthermore, the “Working Cash” section of D.89-11-058 is19

irrelevant to the DPAD discussion because the CCFT deduction for FIT purposes for20

ratemaking was addressed by the Commission in the “Tax Rate Change” section.
23

As a21

result, the Commission should reject Cal Am’s inconsistent DPAD methodology that uses22

20 DPAD would have been  $109.1 instead of $70.9 based on: $747.4 - $272.4 = $475 * .8948 multiplier =
$425.03 * 9% DPAD= $38.25.  $70.9+ $38.25= 109.1.  Cal Am’s method produces lost tax savings of
$38.25 * 35% =$13.37 ($ in thousands.)
21 Cal Am’s response to Data Request ORA MC8-001, Q.4.
22 Web. Retrieved 27 December 2016. https://www.irs.gov/irb/2003-33_IRB/ar10.html
23 D.89-11-058, Tax Rate Change discussion begins on p. 6.
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TY 2018 CCFT as a deduction.  Instead, the Commission should adopt the (prior year)1

2017 CCFT amount adopted in rates for calculating the TY 2018 DPAD.  This2

recommendation is consistent with D.89-11-058 and IRS regulations.3

D. CONCLUSION4

For Cal Am’s TY 2018, the Commission should adopt a FIT methodology that5

reaffirms D.89-11-058 by requiring the adopted 2017 CCFT expense be used as the FIT6

deduction in the Test Year.  In addition, the Commission should adopt a DPAD7

methodology that is consistent and uses the same prior-year CCFT amount that is used as8

a deduction in the Test Year FIT calculation.  Finally, the Commission should adopt a9

15% corporate tax rate for Cal Am in order to prevent a windfall to the company at10

ratepayer’s expense.11

12

13

14

15

16

17

18

19
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II. TAXES OTHER THAN INCOME1

2

A. INTRODUCTION3

This chapter presents the results of ORA’s analysis of Cal Am’s forecast for Taxes4

Other Than Income contained within Cal Am’s GRC A.16-07-002.  Taxes Other Than5

Income consist of Ad Valorem Tax (property tax), Payroll Taxes, and Local Franchise6

Taxes.  ORA’s TY 2018 recommendations for Taxes Other Than Income are primarily7

based on analysis of Cal Am’s application testimony and workpapers evaluated against8

suitable criteria imposed by statute.  ORA also consulted sources from the California9

Employment Development Department (“EDD”) when necessary.10

B. SUMMARY OF RECOMMENDATIONS11

1. Adopt ORA’s correction of Cal Am’s Ad Valorem tax12

workpaper error found during discovery.13

2. Remove the Federal Unemployment Tax Act14

(“FUTA”) penalty of $84 per employee.15

3. Remove Franchise Fees from the Larkfield district’s16

rates.17

C. DISCUSSION18

1. Ad Valorem Taxes19

Cal Am forecasts the TY 2018 ad valorem tax expense by dividing the recorded20

2015 amount of tax paid by the dollar amount of taxable plant for each ratemaking area to21

arrive at a percentage of taxable plant.  Cal Am then applies this percentage to its TY22

2018 forecasted dollar amount of taxable plant.
24

However, the 2015 amounts of tax23

paid used in Cal Am’s percentage of taxable plant calculation were higher in each district24

24 Cal Am workpaper ALL_CH05_OTAX_RO, tab “INP_Ad Valorem”.
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than the ad valorem amounts shown as recorded data in Cal Am’s workpapers.
25

This1

discrepancy inflates the percentage of taxable plant applied to the Test Year and2

therefore, inflated ad valorem expense forecasts for each district.3

During discovery, Cal Am admitted this was an error in its workpapers and4

provided corrected ad valorem data.
26

The difference in ad valorem tax using Cal Am’s5

corrected data results in $1.2 million less ad valorem tax than the amount forecasted in6

Cal Am’s original application.  The Commission should adopt Cal Am’s correction when7

forecasting Cal Am’s ad valorem tax expense.8

2. Payroll Taxes9

Cal Am calculates payroll taxes based on forecasted payroll expenses for TY10

2018.  Payroll taxes consist of Federal Insurance Contribution Act (“FICA”), Federal11

Unemployment Tax (“FUTA”), and State Unemployment Tax Act (“SUTA”).  FICA12

taxes include two separate components, Social Security (“OASDI”), and Medicare.  In13

A.16-07-002, Cal Am uses the following tax rates for its payroll tax calculations:14

 OASDI – 6.20%15

 Medicare – 1.45%16

 FUTA – 0.6%17

 SUTA – 6.2%18

The OASDI, FUTA, and SUTA tax rates are subject to wage caps, while the19

Medicare tax rate is applied to total wages.  Cal Am applies a wage cap equal to the first20

$118,500 of an employee’s wages in calculating OASDI, and the first $7,000 of an21

employee’s wages in calculating FUTA and SUTA.  The actual FUTA rate is 6%, but the22

federal government normally provides a credit for up to 5.4% resulting in an effective23

FUTA rate of 0.6% as shown above.24

25 Cal Am workpaper ALL_CH05_OTAX_RO, tab “WS1” shows $4,583,094 recorded 2015 ad valorem;
Cal Am’s calculation on tab “INP_Ad Valorem” uses $5,590,403 for tax paid in 2015.
26 Cal Am’s response to Data Request ORA MC8-004, Q.1.
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Cal Am’s TY 2018 FUTA forecast also includes a company penalty fee of $84 per1

employee (“FUTA penalty”).27
Cal Am explains the penalty is the result of a reduction2

in the 5.4% FUTA credit due to California’s “unpaid federal loans” related to the3

California State Unemployment Insurance fund being depleted.
28

In addition, Cal Am4

attempted to provide evidence suggesting the FUTA penalty fee should be increased to5

$105 per year.
29

6

However, the Commission should completely remove the FUTA penalty fee from7

Cal Am’s payroll tax forecast due to the recent forecast from the EDD showing that8

California is on schedule to have repaid its federal loans by 2018:9

“The FUTA tax credit reduction for 2015 was 1.5 percent, and is forecast to be 1.810

percent in 2016, 2.1 percent in 2017, and no reduction is forecast in 2018 as11

California will have no outstanding loan balance.”30
12

Because no FUTA credit reduction is forecast for TY 2018, California businesses,13

including Cal Am, will no longer be subject to the FUTA penalty.  Therefore, the14

Commission should remove any FUTA penalty amount from Cal Am’s Payroll Tax15

expense forecast. The impact of adopting this recommendation reduces Payroll Tax16

FUTA expense by approximately $25,200 in TY 2018.
31

17

3. Franchise Fees18

Cal Am collects the majority of its Franchise Tax fees through separate surcharges19

on customer bills, and not within rates.  According to Cal Am, “This is the process for all20

of California American Water’s districts across the State, with the exception of21

27 Cal Am workpaper “ALL_CH04_O&M_WP_ Labor, tab “INP- Labor Benefits”, cell BE56.
28 Cal Am’s response to Data Request ORA MC8-004, Q.4.a.
29 Cal Am’s response to Data Request ORA MC8-004, Q.4.b.
30 EDD. OCTOBER 2016 UNEM PLOYMENT INSURANCE (UI) FUND FORECAST, p. 1.
Http://www.edd.ca.gov/About_EDD/pdf/edduiforecastoct16.pdf. Oct. 2016. Web. 27 Dec. 2016.
31 300 employees * $84 per employee = $25,200.
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Sacramento, Toro, and Garrapata.”32 However, Cal Am’s workpapers include a TY 20181

forecast for $7,683 in Franchise Fees for the Larkfield district.
33

During the discovery2

phase of this proceeding Cal Am agreed the Larkfield forecast should be adjusted to3

remove $7,683 from TY 2018.
34

As a result, the Commission should remove $7,6834

from the Larkfield Franchise Fees forecast.5

D. CONCLUSION6

The Commission should adopt ORA’s recommendations for Cal Am’s TY 20187

Taxes Other Than Income contained herein.  Any additional differences between Cal8

Am’s and ORA’s recommended Taxes Other Than Income expense for TY 2018 are9

mainly due to differing forecasts for payroll and taxable plant.10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

32 Direct Testimony of Jeffrey Linam, p. 14.
33 Cal Am workpaper ALL_CH05_OTAX_RO, tab “Summary of Costs- Detail WS9-C”, cell Q177.
34 Cal Am’s response to Data Request ORA MC8-010, Q.5.
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III. RETURN ON GENERAL OFFICE RATE BASE1

2

A. INTRODUCTION3

This chapter presents ORA’s analysis and resulting recommendations for Cal4

Am’s Return on General Office (“GO”) Rate Base forecast by Cal Am to be recovered5

from California ratepayers in proceeding A.16-07-002.  This proceeding will set rates6

beginning in Test Year (“TY”) 2018; therefore, ORA’s recommendations focus on7

adjustments to Cal Am’s TY 2018 forecast.  In order to formulate its recommendations,8

ORA made informational discovery requests from Cal Am, scrutinized Cal Am written9

testimony and workpapers, researched past Cal Am Settlement Agreements and10

Commission Decisions, and consulted various outside sources.  The remainder of this11

report presents a summary of ORA’s recommendations for Cal Am’s TY 2018 followed12

by a discussion section detailing each of ORA’s recommendations.13

14
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B. SUMMARY OF RECOMMENDATIONS1

1. Reduce Cal Am GO plant by amounts that exceed the2

cap set by the Commission for the Business3

Transformation Project.4

2. Update Cal Am’s Service Company IT-related plant5

allocation percentage to account for new customers6

from recent acquisitions by American Water7

subsidiaries.8

3. Reduce Cal Am’s pre-tax cost of capital rate from9

12.38% to 9.94% to reflect new federal income tax rate10

for TY 2018.11

C. DISCUSSION12

Cal Am’s forecast for TY 2018 weighted average GO Rate Base includes13

traditional GO-related plant items such as office equipment, in addition to an allocation14

for Cal Am’s share of an IT-related project from Cal Am’s parent company, American15

Water Works Company (“Service Company”).  For ratemaking purposes, Cal Am first16

calculates a weighted average GO Rate Base amount for TY 2018, and then multiplies17

the GO Rate Base amount by a pre-tax cost of capital ratio of 12.38% to arrive at a total18

Return on GO Rate Base dollar amount. Cal Am’s pre-tax cost of capital ratio is used to19

convert a forecasted rate base amount into an equivalent expense dollar amount that20

allows Cal Am an opportunity to earn its authorized return on rate base. Cal Am then21

allocates a portion of the total Return on GO Rate Base dollar amount to each district as22

an expense line item on the Summary of Earnings, based on each district’s percentage of23

total Cal Am customers.
35

24

35 Cal Am workpaper ALL_CH09_RB_RO, tab “OUT_ CGO_ Return on Rate Base”.
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For Test Year 2018, Cal Am forecasts $20,761,007 weighted average rate base,1

resulting in a pre-tax cost of capital total GO Return on Rate Base of $2,570,213.
36

2

However, for TY 2018, the Commission should adopt a $16,937,813 weighted average3

rate base with a GO Return on Rate Base of $1,683,619, which is $886,594 less than Cal4

Am’s forecast.5

The difference between Cal Am’s and ORA’s recommended GO Return on Rate6

Base is the result of updated funding levels for Service Company’s Business7

Transformation Project, ORA’s recommended increase in the allocation of Service8

Company plant to American Water’s subsidiaries, and an adjustment to Cal Am’s pre-tax9

cost of capital rate to reflect the forthcoming 2018 corporate federal income tax rate10

decrease.
37

11

1. Business Transformation Project Adjustments12

In A.10-07-007, Cal Am requested funding for its portion of parent company13

American Water’s implementation of Enterprise Resource Planning integrated software14

package SAP.  In that case, the amount the Commission allowed Cal Am for funding15

American Water’s SAP implementation was $14,181,000.  This project is commonly16

referred to as the Business Transformation Project (“BT Project”).  In the resulting GRC17

Decision, D.12-06-016, the Commission provided that “Total recovery for the business18

transformation project will be capped at $14 million, reduced by 5.3% in recognition of19

the benefits of the business transformation project that inure to the parent company’s20

unregulated affiliates.”38
As a result, the total Commission-authorized amount related to21

Business Transformation as stated in D.12-06-016 was $13,258,000.22

During Cal Am’s following GRC A.13-07-002 for Test Year 2015, Cal Am sought23

additional capital funding for the BT Project allocation which would have brought the24

authorized total up to $17,831,200, an increase of $4,573,200 over the Commission’s25

36 Ibid.
37 See ORA’s Chapter on Income Taxes.
38 D.12-06-016, p. 64
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previously authorized project cap stated in D.12-06-016.  Cal Am’s $4,573,200 requested1

increase included $1,269,500 to account for the increase in California’s total regulated2

customer percentage allocation from 5.06% to 5.51% resulting from American Water3

selling two regulated subsidiaries.
39

4

A.13-07-002 ultimately resulted in a Settlement Agreement between ORA and5

Cal Am where Cal Am was authorized to include its requested BT Project increase of6

$4,573,200 in rates.7

a) Reduce Cal Am’s 2014 and 2015 IT8
Investment amounts related to BT Project9
cost overruns.10

In the current proceeding, Cal Am forecasts a Return on GO Rate Base amount for11

TY 2018 that includes Information Technology Investment (“IT Investment”) amounts12

spent in 2014 and 2015 for the BT Project that are substantially greater than IT13

Investment amounts approved and agreed to in previous GRCs. In addition to the14

$4,573,200 BT Project adjustment, further adopted 2014 and 2015 IT Investment plant15

addition amounts are $414,000 and $634,800, respectively.
40 However, Cal Am’s16

recorded IT Investment was $1,869,468 in 2014 and $2,243,964 in 2015,
41

with a net17

increase over the authorized IT Investment amount of $3,064,632.  This increase of18

$3,064,632 for IT Investment is also in addition to the $4,573,200 separately adopted for19

the BT Project adjustment in the last GRC.20

Cal Am admits that these additional IT Investment cost overruns of $3,064,632 are21

“largely the result of increased go-live stabilization costs for new IT systems related to22

the Business Transformation project.”42
In order to justify recovery for these additional23

39 A.13-07-002, Direct Testimony of Jeffrey M. Dana, p. 17.
40 A.16-07-002, Direct Testimony of Schubert, p. 30.
41 Ibid.
42 Ibid.



24

amounts, Cal Am attempts to frame the BT Project cost increases as “new IT systems”43
1

or “new costs that became apparent only after the Commission reviewed the requests in2

the previous California rate case.”44 The Commission should disregard Cal Am’s claims3

because these IT Investment cost overruns are directly related to the implementation of4

the BT Project and in D.12-06-016 the Commission put a clear capped amount on Cal5

Am’s recovery of BT Project costs.6

As mentioned above, D.12-06-016 examined Cal Am’s request for additional7

recovery for the BT Project and capped total recovery for the project at $13,258,000.
45

8

In D.12-06-016 the Commission explained how Cal Am’s estimate of American Water’s9

total BT Project original cost estimate increased from $280 million to $317 million, with10

Cal Am’s allocation increasing proportionately.  The Commission also described that Cal11

Am’s position on how the BT Project costs should be recovered had “evolved over the12

course of the proceeding.”46 The Commission ultimately dismissed Cal Am’s requested13

increase for total project costs to $317 million by basing the cap on the original $28014

million with Cal Am’s portion set at $14 million.47
As mentioned above, the result of the15

Settlement Agreement in Cal Am’s previous GRC increased the authorized amount for16

the BT Project by $4,573,200.  No additional BT Project costs have been authorized and17

the Commission should reject Cal Am’s latest request for additional funds.18

Contrary to Cal Am’s assertion, the Commission has already considered the19

possibility of BT Project cost overruns and emphasized Cal Am’s management’s20

responsibility:21

43 Ibid.
44 Ibid.
45 Commission rounded down to $14 million, reduced by 5.3% for unregulated affiliate usage.
46 D.12-06-016, p. 60.
47 D.12-06-016, p. 64.
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“As with most estimates in a general rate case, if Cal Am realizes greater savings1

than those identified, Cal Am retains the savings. If project costs exceed the2

amount authorized, Cal Am absorbs them.”48
3

4

The Commission should remove the $3,064,632 combined 2014 and 2015 BT5

Project cost overruns from the IT Investment forecast for TY 2018 Return on GO Rate6

Base because ratepayers should not bear the burden of Cal Am’s management’s7

responsibility.   In accordance with D.12-06-016, BT Project costs have exceeded the8

amount authorized by $3,064,632; therefore Cal Am should absorb the excess costs.9

b) Decrease Cal Am’s allocation of BT Project10
and IT-related Costs due to subsidiary11
acquisitions in Pennsylvania and New Jersey.12

In the current proceeding, Cal Am forecasts a Return on GO Rate Base amount for13

TY 2018, the majority of which is derived from the portion of IT-related plant allocated14

from the Service Company to Cal Am.  In Cal Am’s previous GRC, Cal Am witness Jeff15

Dana requested $1.26 million based on an allocation increase from 5.06% to 5.51% of16

Service Company costs related to the BT Project.
49

According to the testimony of Jeff17

Dana, the reason for the requested percentage increase over the 5.06% used in the18

previous GRC was that:19

“The allocation is done based on the estimated customer numbers. With the sale20

of certain subsidiaries like Arizona American Water and New Mexico American21

Water from the American Water system, the allocation to the remaining states has22

increased.”5023

Based on recent acquisitions made by American Water subsidiaries, Pennsylvania24

American Water and New-Jersey American Water, Cal Am’s regulated customer count25

48 D.12-06-016, p. 63.
49 A.13-07-002, Direct Testimony of Jeffrey M. Dana, p. 16.
50 A.13-07-002, Direct Testimony of Jeffrey M. Dana, p. 17.
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has now decreased as a proportion of total American Water customers. The table below1

details American Water’s recently announced or completed acquisitions.2

Table 3-1. American Water Works’ Acquisitions Since Year-End 2015

Following Cal Am’s logic from A.13-07-002, the Service Company allocation to3

Cal Am for BT-project and IT-related plant should now decrease accordingly for TY4

2018, based on an updated estimated number of customers.5

Estimated Number of Customers6

Cal Am provided the following table showing its 2015 year-end customer count:
51

7

51 Cal Am’s response to Data Request ORA-MC8-006, Q.5. Attachment 1.

System State
# additional
customers

acquisition
close date

McKeesport Waste Water PA 22,000 2017¹
Sewer Authority of the City of Scranton, Pennsylvania PA 31,000 2016
Total Pennsylvania American Water additions 53,000

Shorelands Water Company NJ 11,000 2016¹
Environmental Disposal Corporation (EDC) NJ 5,300 2016
Roxiticus Water Company NJ 100 2016
Total New Jersey American Water additions 16,400

Adams Ranch Mutual Water Company CA 176 2016
Geyserville CA 318 2016
Meadowbrook CA 1,650 2016
Total Cal Am additions 2,144
¹Announced

MC8
Rectangle
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Table 3-2.  American Water Works’ 2015 year-end Number of Customers

As shown in the table above, Cal Am’s year-end 2015 calculation results in 5.56%1

of total Service Company customer percentage for Cal Am.
52

However, for TY 20182

forecasting, the Commission should disregard Cal Am’s calculation because it fails to3

account for the new customers from recent acquisitions, and it incorrectly adjusts to4

decrease customers at subsidiaries with customers that are both water and wastewater5

customers.
53

6

For purposes of allocating Service Company costs, water and wastewater services7

provided by subsidiaries should be counted as separate customers, even if the same8

physical customer is receiving those services.  The reason is that providing an entire9

additional service, such as wastewater, to customers already receiving water service10

requires additional Service Company support costs. A recent American Water Works11

press release alludes to the Service Company impact of Pennsylvania American Water’s12

52 Cal Am’s response to Data Request ORA-MC8-003, Q.2. Attachment 1 shows that Cal Am uses 5.57%
to allocate Service Company IT-related plant to Cal Am.
53 Cal Am’s table above refers to water customers that are also wastewater customers as “dual customers”.

COMPANY NAME WATER WASTEWATER TOTAL
less Dual

customer adj
Adjusted Total

Customer
% of total
Serv. Co.

INDIANA-AMERICAN 295,530 464 295,994 (440) 295,554 9.43%
IOWA-AMERICAN 62,958 62,958 - 62,958 2.01%
KENTUCKY-AMERICAN 128,374 600 128,974 (570) 128,404 4.10%
MARYLAND-AMERICAN 4,978 4,978 - 4,978 0.16%
CALIFORNIA-AMERICAN 172,280 2,662 174,942 (697) 174,245 5.56%
MICHIGAN-AMERICAN 3,533 3,533 - 3,533 0.11%
MISSOURI-AMERICAN 461,396 11,849 473,245 (10,521) 462,724 14.77%
NEW JERSEY-AMERICAN 619,602 40,978 660,580 (37,283) 623,297 19.89%
PENNSYLVANIA-AMERICAN 651,851 20,556 672,407 (18,889) 653,518 20.85%
ILLINOIS-AMERICAN 281,258 31,800 313,058 (29,696) 283,362 9.04%
TENNESSEE-AMERICAN 79,101 79,101 - 79,101 2.52%
VIRGINIA-AMERICAN 59,116 20,351 79,467 (19,333) 60,134 1.92%
WEST VIRGINIA-AMERICAN 167,991 1,046 169,037 (994) 168,043 5.36%
HAWAII-AMERICAN - 9,820 9,820 - 9,820 0.31%
NEW YORK-AMERICAN 124,186 411 124,597 (390) 124,207 3.96%
Total Regulated 3,112,154 140,537 3,252,691 (118,813) 3,133,878 100.00%

MC8
Rectangle
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acquisition of the Scranton Sewer Authority’s (“SSA”) assets, even though the SSA1

customers were already served by Pennsylvania American Water.2

“All of the approximately 80 SSA workers who operate the wastewater system3

have been offered employment. The employees are represented by the Teamsters4

Union, Local 229, who voted on Dec. 2, to ratify a new contract offered by5

Pennsylvania American Water. The employees gain immediate access to the6

training, development and career opportunities in any of the operations of7

Pennsylvania American Water or its parent company.”54
8

Clearly, the addition of 80 new union employees, along with a newly acquired9

wastewater system, will not have a zero dollar impact on Service Company costs.10

Additional employees increase HR Services and Human Resources departments while the11

additional wastewater service increases potential for calls to the Service Company’s12

Customer Service Center business function. Furthermore, negotiating, financing and13

getting approvals for the acquisition itself all require additional costs incurred at the14

Service Company such as in the Legal, Finance, Investor Relations, External Affairs and15

Regulatory departments.  As a result, using Cal Am’s methodology skews Service16

Company costs away from subsidiaries with many water/wastewater dual customers and17

toward subsidiaries such as Cal Am with relatively few dual water/wastewater customers.18

The Commission should adopt an estimated number of customers percentage19

based on counting dual water/wastewater customers separately and including new20

customers from American Water’s recent acquisitions. As shown in the table below, Cal21

Am’s relative number of total American Water customers will decrease from 5.56% in22

2016 to 5.33% in 2018.
55

23

54 Web. 1/10/17 http://www.businesswire.com/news/home/20161229005256/en/Pennsylvania-American-
Water-Closes-Acquisition-Scranton-Wastewater.
55 Cal Am’s response to Data Request ORA MC8-003, Q. 2 uses 5.57% to allocate Service Company IT-
related plant in the current GRC to Cal Am.
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Table 3-3. Estimated TY 2018 Number of Customers

Based on the table above, for TY 2018 the Commission should adopt a 5.33%1

ratio to allocate BT Project-related (including shared IT-related) costs from Service2

Company to Cal Am.
56 As discussed above, in Cal Am’s previous GRC, the company3

requested, and the Commission adopted, an increase to BT Project costs from $14.14

million total project costs to approximately $15.4 million based solely on the increase in5

Cal Am customers to 5.51%.
57

The table below shows the difference between Cal Am’s6

BT Project (and shared IT-related Service Company) allocations and the BT Project and7

IT-related allocations resulting from adopting the 5.33% allocation.
58

8

56 For 2015 customer count data, see Cal Am’s response to Data Request ORA MC8-006, Q.5.
57 $280 million total BT * 5.6% customers = $14.1 million, $280 million total BT * 5.51% customers =
$15.4 million.  $15.4 million - $14.1 million = $1.3 million BT increase in last GRC due only to customer
% increase.
58 Cal Am’s response to Data Request ORA MC8-003, Q.2.

MC8
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Table 3-4.  Adjustment to Cal Am’s TY 2018 GO Plant

As shown in the table above, the difference between using 5.57% and 5.33% to1

allocate Service Company BT Project and IT-related costs results in a $758,562 reduction2

to Cal Am’s TY 2018 plant balance. This GO rate base reduction results in $93,910 less3

Return on GO Rate Base forecasted in TY 2018 compared to Cal Am’s original4

forecasted amount.
59

5

2. Reduce Cal Am’s pre-tax Cost of Capital rate to6
9.95%.7

Cal Am’s calculation for forecasting its Return on GO Rate Base multiplies the8

forecasted GO rate base amount by the pre-tax cost of capital rate of 12.38% to convert9

the rate base return into an expense line item amount. For TY 2018, the Commission10

should adopt a pre-tax cost of capital rate for Cal Am that takes into account the11

forecasted 15% federal income tax rate as stated in ORA’s chapter on Income Taxes.12

As detailed in ORA’s chapter on Income Taxes, the forecasted corporate federal13

income tax rate for TY 2018 is 15%.  Because Cal Am’s pre-tax cost of capital rate of14

12.38% is based on the 2016 income tax rate of 35%, the Commission should adopt an15

59 $758,562 TY 2018 plant reduction *12.38% Cal Am’s pre-tax Cost of Capital = $93,910 less return on
rate base.

Forecasted
2016

Forecasted
2017

Forecasted
2018

Total Adj.
TY 2018

BT Project/ITS- related (SAP) $15,450,456 $2,091,014 $2,088,680 $1,671,253
% allocated 5.51% 5.572% 5.572% 5.571%
Grossed up amount $280,407,550 $37,527,178 $37,485,291 $29,999,149
% with new acquisitions 5.33% 5.33% 5.33% 5.33%
Adjusted plant amount: $14,945,722 $2,000,199 $1,997,966 $1,598,955

(Adjustment/Difference) ($504,734) ($90,816) ($90,714) ($72,298) ($758,562)

Adjustment to Cal
Am's previous

GRC adjustment
(in dollars)

MC8
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updated 9.94% pre-tax cost of capital rate to reflect the new tax rate.  The pre-tax cost of1

capital rate of 9.94% for TY 2018 is established by the following calculation:
60

2

Table 3-5. Pre-Tax Cost of Capital Calculation w/ 15% FIT rate.

The difference between using Cal Am’s pre-tax cost of capital rate of 12.38%3

and using 9.94% results in $506,569 less Return on GO rate base collected from4

ratepayers, based on Cal Am’s unadjusted forecast of $20,761,007 GO rate base. Based5

on ORA’s adjusted forecast of $16,937,813 GO rate base, the impact of using 9.94% pre-6

tax cost of capital rate instead of 12.38% is reduced to $413,282 less Return on GO rate7

base. The following table demonstrates the difference between Cal Am and ORA:8

60 Calculation based on modifying the FIT rate to 15% on Cal Am’s response to Data Request ORA MC8-
009, Q. 2.a. Attachment.

Additional Revenue $100.00 Additional Revenue 100
State Income Tax (CCFT) $8.84 Total Tax Paid -$22.51
Taxable for Federal $91.16 After-Tax profit $77.49
Federal Tax (15%) $13.67
Total Tax Paid $22.51 Pre-Tax Profit 100
Effective Tax Rate 22.51% Divide by after tax profit $77.49

Tax Gross Up Factor 1.29

Capital Weighted Tax Gross Up
Structure Cost Factor (from above)

Equity 9.99% 53% 5.29% 1.29 6.82%
Debt 6.63% 47% 3.12% - 3.12%

8.41% Pre-Tax Cost of Capital: 9.94%

MC8
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Table 3-6.  Comparison of TY 2018 Return on GO Rate Base

D. CONCLUSION1

For the reasons stated above, the Commission should adopt a 9.94% pre-tax cost2

of capital rate for Cal Am, an allocation factor of 5.33% of Service Company BT Project-3

related plant, and remove $3,064,632 from TY 2018 GO rate base for BT Project cost4

overruns.  These combined recommendations result in a Return on GO Rate Base amount5

of $1,683,619 which is $886,594 less than Cal Am’s TY 2018 forecast.6

7

8

9

10

11

12

13

Cal Am ORA
Unadjusted Weighted $20,761,007 $20,761,007
Average Rate Base

Adjustment to Remove BT Project - ($3,064,632)
Cost Overruns

Customer Count Adjustment - ($758,562)

Adjusted Weighted Avg.
Rate Base $20,761,007 $16,937,813

Pre-Tax Cost of Capital 12.38% 9.94%

TY 2018 Return on GO Rate Base $2,570,213 $1,683,619

MC8
Rectangle
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IV. SERVICE COMPANY ALLOCATION1

2

A. INTRODUCTION3

This report presents ORA’s analyses and recommendations regarding the4

allocation of parent company American Water Works’ (“Service Company”) costs5

forecasted by Cal Am to be recovered from California ratepayers in GRC A.16-07-002.6

Cal Am’s parent company is headquartered in Voorhees, New Jersey and provides7

numerous corporate-level General Office (“GO”) services to its various subsidiaries,8

including Cal Am.
61

The Service Company costs also include the Belleville, Illinois9

Laboratory(“Central Lab”) and Customer Service Centers (“CSC”) located in Alton,10

Illinois, and Pensacola, Florida.11

Cal Am provides water or wastewater services to nine districts in California. For12

ratemaking purposes, each district’s Summary of Earnings workpaper receives an13

allocation of the total Service Company costs.
62

Once a total Service Company amount14

is forecast, Cal Am uses a ratio based on each Cal Am district’s percent of total Cal Am15

customers to allocate the total Service Company cost to each Cal Am district. For16

example, if the Los Angeles County district has 15.84% of Cal Am customers, Cal Am17

allocates 15.84% of the total Service Company allocation to the Los Angeles County18

district.19

ORA analyzed Cal Am’s workpapers and information provided by Cal Am20

through the discovery process, conducted research from outside sources, and reviewed21

past Commission proceedings in order to formulate its recommendations.  The remainder22

of this report contains a summary of recommendations and a general discussion section23

that is followed by a detailed discussion for each recommendation.24

25

61 American Water Works is in the process of relocating to Camden, New Jersey.
62 Cal Am’s local GO activities are supported by the California Corporate General Office headquartered
in Coronado, California.  See Testimony of ORA witness Julia Ende for details.
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B. SUMMARY OF RECOMMENDATIONS1

1. The allocation to Cal Am of Service Company costs2

should be based on the three-year average of recorded3

allocation factors.4

2. The Commission should adopt a TY 2018 Service5

Company labor forecast based on recorded 20156

payroll expense data increased for expected labor7

inflation.8

3. The Commission should adopt ORA’s adjustments to9

Cal Am’s forecasted Employee Incentive plans for the10

Service Company.11

4. The Commission should remove all costs related to the12

Business Development function.13

5. The Commission should remove ratepayer funding for14

charitable donations at the Service Company level.15

16

C. DISCUSSION17

Cal Am’s parent, Service Company, provides various corporate services for Cal18

Am as well as the Service Company’s other regulated and market-based subsidiaries.19

The services provided are organized into twenty Business Functions (“Business20

Functions”), examples of which include Corporate Finance, Legal, Customer Service21

Center, IT, Investor Relations, Central Lab and others.  The table below shows the twenty22

Service Company Business Functions and the corresponding TY 2018 dollar amounts23

allocated by Cal Am for the Service Company expense:
63

24

63 Source:  Cal Am response to Data Request MC8-002, q.4.
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Table 4-1. Cal Am’s Service Company Forecast by Business Function

As shown in the table above, Cal Am forecasts $12,703,945 for its total Service1

Company allocation in TY 2018.
64 Cal Am’s workpapers show the Test Year 20182

Service Company forecast begins with a 2016 Service Company budgeted amount and3

applies Composite inflation factors of 2.78% and 3.24% to reach 2018.
65

According to4

Cal Am, the 2016 Cal Am budget amount started with the total Service Company 20165

budget amount for each Business Function and then determined Cal Am’s share of each6

64 Table Source: Cal Am’s response to Data Request ORA MC8-002, Q.4.a., tab “2018”.
65 Cal Am workpaper ALL_CH04_O&M_RO_Service Co, tab “IN_ CAW Specific Adj”.  Note: Cal Am
inflates Pension and Group Medical Insurance expense to TY 2018 using other specific inflation factors.

2018

Labor
Labor

Related Other Total
Business Development $145,564 $22,049 $40,573 $208,185
Central Lab 246,218 68,664 140,633 $455,515
Corp Admin 0 18,228 1,277,539 $1,295,766
Customer Service Center (CSC) 1,666,366 722,370 589,251 $2,977,987
Engineering 40,897 10,273 9,514 $60,684
External Affairs Communication 292,384 60,618 187,677 $540,679
Facilities 6,252 1,333 333,522 $341,107
Finance 1,497,318 356,918 272,519 $2,126,756
Government_Affairs 12,090 1,340 13,631 $27,061
Health & Safety 46,253 10,414 9,772 $66,440
HR Services 111,842 33,394 23,461 $168,697
Human Resources 472,369 103,351 196,146 $771,866
Information Technology Services (ITS) 1,071,848 252,724 1,049,571 $2,374,143
Innov & Env Stewardship 71,148 18,206 (17,720) $71,634
Investor Relations 13,861 2,062 16,623 $32,547
Legal 215,675 33,917 96,125 $345,717
Physical & Cyber Security 69,969 20,074 63,028 $153,071
Regulated Ops 394,267 31,718 64,386 $490,370
Regulatory Policy 34,313 7,230 16,468 $58,011
Supply Chain 86,340 25,381 25,986 $137,707
Total $6,494,975 $1,800,266 $4,408,704 $12,703,945
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Business Function by “taking the latest recorded percentage allotment by function, which1

was 2015.”66
As a result, Cal Am’s TY 2018 forecast for Service Company is based2

heavily on the results of the 2015 cost allocation process at the Service Company.3

Cal Am explains the Service Company cost allocation process is a combination4

of direct charges and metrics:5

“Costs are either directly charged to the Company [Cal Am] based on work6

performed, or allocated based on a formula.  The formula is based on one or more7

factors such as employees, net plant, revenues, or the number of customers of each8

operating company at the end of the preceding year.”67
9

For example, Cal Am may be allocated a larger percentage of the Central Lab10

Business Function than a subsidiary in a state that requires less water testing than11

California, because Service Company directly charges subsidiaries for testing done at the12

Central Lab.  The following year, subsidiaries in other states could increase water testing13

and then Cal Am’ allocated percentage of the Central Lab would decrease.14

In A.16-07-002, Cal Am requests a TY 2018 Service Company expense allocation15

total of $12,703,945, which is a 2.5% increase over the amount “recorded” by Cal Am in16

2015 for Service Company expense.  It is important to note that Cal Am’s “recorded”17

Service Company amounts are derived from the internal Service Company allocation18

process mentioned above and are not amounts adopted by the Commission.  Cal Am’s19

previously adopted TY 2015 Service Company expense amount was $11,600,000 making20

Cal Am’s current TY 2018 request a 9.52% increase from the previously Commission21

authorized amount.
68

22

ORA’s methodology forecasts a total 2018 Service Company amount for each23

Business Function, based on applying inflation factors to Cal Am’s 2016 forecasts, with24

separate adjustments to Service Company labor, employee bonuses, External Affairs, and25

66 Direct Testimony of Todd Pray, p. 20.
67 Direct Testimony of Todd Pray, p. 19.
68 A.13-07-002, Settlement Agreement, Sec. 9.0, p. 67.  Adopted by D.15-07-004.
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the Business Development function.  ORA then allocates percentages of each of the TY1

2018 Business Functions amounts to Cal Am based on the three-year average recorded2

allocation percentages. As seen on the table below, ORA recommends the Commission3

adopt a TY 2018 Service Company expense for Cal Am of $10,671,436, which is4

$2,032,509 less than Cal Am’s forecast.  ORA’s recommendation is an approximate 8%5

decrease from the TY 2015 amount previously authorized by the Commission.6

Table 4-2. ORA’s TY 2018 Service Company Forecast by Business Function

1. Three-Year Average Business Function Percentage7
Allocation Factors8

Cal Am’s TY 2018 forecasted $12,703,945 Service Company (“SC”) expense9

begins with the total Service Company 2016 budgeted amount for each of the twenty10

Business Functions, and then a percentage of each of the twenty Business Functions is11

Labor
Labor

Related Other Total
Business Development $0 $0 $0 $0
Central Lab $169,469 $57,041 $116,826 $343,336
Corp Admin $0 $17,718 $1,241,778 $1,259,495
Customer Service Center (CSC) $1,595,607 $679,216 $554,047 $2,828,870
Engineering $38,536 $11,599 $10,742 $60,877
External Affairs Communication $214,416 $59,059 $177,180 $450,654
Facilities $4,867 $1,275 $318,771 $324,913
Finance $1,017,053 $329,183 $251,342 $1,597,578
Government_Affairs $4,937 $1,324 $13,465 $19,726
Health & Safety $32,820 $9,270 $8,698 $50,787
HR Services $76,443 $34,522 $24,253 $135,218
Human Resources $331,341 $100,799 $191,301 $623,441
Information Technology Services (ITS) $829,598 $251,086 $1,042,761 $2,123,444
Innov & Env Stewardship $77,798 $19,342 -$18,825 $78,314
Investor Relations $10,458 $3,226 $26,002 $39,686
Legal $132,149 $31,282 $88,654 $252,085
Physical & Cyber Security $45,662 $21,420 $67,254 $134,337
Regulated Ops $122,517 $18,189 $36,924 $177,630
Regulatory Policy $24,310 $7,263 $16,544 $48,117
Supply Chain $72,117 $25,107 $25,704 $122,928
Total $4,800,099 $1,677,919 $4,193,419 $10,671,436
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allocated to Cal Am (using the same percentages recorded in 2015) to arrive at Cal Am’s1

2016 estimated amount.  Cal Am then adds inflation factors to the 2016 estimated amount2

to reach the TY 2018 forecast.
69

3

As mentioned above, Cal Am’s allocated percentage of each SC Business4

Function estimated for 2016 is made using the same percentages recorded to Cal Am in5

year 2015.  For example, in 2015 Cal Am recorded being allocated 6.47% of the total SC6

Finance Business Function, so to estimate 2016 Cal Am simply allocates 6.47% of the7

total Service Company 2016 budget for the Finance function.
70

The table below8

demonstrates how Cal Am’s 2016 estimate was directly derived from the recorded 20159

allocation percentages.
71

10

Table 4-3. Cal Am’s 2015 and 2016 Allocation % of Total Service Company

11

69 Cal Am workpaper ALL_CH04_O&M_RO_Service Co, tab “IN_CAW Specific Adj”
70 Cal Am’s response to Data Request ORA MC8-002, Q.4.a. Attachment 1, tabs 2015 and 2016.
71 Ibid.

2015 Total 2015 % 2016 Total 2016 %
Service Company Cal Am total SC Service Company Cal Am total SC

Business Development $5,589,073 $168,589 3.02% $6,538,012 $197,213 3.02%
Central Lab $2,629,122 $514,008 19.55% $2,204,272 $430,948 19.55%
Corp Admin $4,902,675 $252,445 5.15% $23,715,735 $1,221,153 5.15%
Customer Service Center (CSC) $43,434,885 $2,997,451 6.90% $41,286,848 $2,849,214 6.90%
Engineering $2,093,184 $66,487 3.18% $1,810,292 $57,502 3.18%
External Affairs Communication $6,202,295 $490,350 7.91% $6,510,207 $514,693 7.91%
Facilities $5,504,264 $353,923 6.43% $4,998,216 $321,384 6.43%
Finance $31,292,101 $2,025,872 6.47% $31,029,139 $2,008,848 6.47%
Government_Affairs $585,444 $28,865 4.93% $515,952 $25,438 4.93%
Health & Safety $1,314,025 $70,541 5.37% $1,191,139 $63,944 5.37%
HR Services $2,872,162 $139,132 4.84% $3,284,893 $159,126 4.84%
Human Resources $15,156,959 $670,755 4.43% $16,427,373 $726,976 4.43%
Information Technology Services (ITS) $64,027,652 $3,427,456 5.35% $41,842,227 $2,239,851 5.35%
Innov & Env Stewardship $2,269,649 $94,329 4.16% $1,646,756 $68,441 4.16%
Investor Relations $1,366,510 $25,539 1.87% $1,640,854 $30,666 1.87%
Legal $9,852,631 $359,348 3.65% $8,972,004 $327,230 3.65%
Physical & Cyber Security $1,744,175 $86,252 4.95% $2,907,603 $143,786 4.95%
Regulated Ops $9,405,025 $445,016 4.73% $9,895,929 $468,244 4.73%
Regulatory Policy $947,228 $52,105 5.50% $1,004,316 $55,245 5.50%
Supply Chain $2,385,656 $127,605 5.35% $2,435,435 $130,268 5.35%
Total $213,574,717 $12,396,069 $209,857,201 $12,040,169

Cal AM 2016 EstimateCal Am 2015 Recorded
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Cal Am bases its TY 2018 forecast on inflating the 2016 estimated amounts seen1

above, meaning Cal Am’s TY 2018 Service Company forecast is based on the one-year2

sample of 2015 recorded allocation percentages.  However, Cal Am’s historic allocation3

percentages show that the recorded allocation percentages vary from year-to-year.4

Therefore, adopting the three-year recorded average of allocation percentages for each5

Business Function is a more accurate way to build the TY 2018 Service Company6

forecast.7

The table below shows Service Company’s twenty Business Functions along with

the percentage allocation factors recorded by Cal Am in 2013-2015 (and forecasted in

2016) as compared to the three-year 2013-2015 recorded average.
72

Table 4-4. Recorded 2013-2015 Cal Am Allocated % of Total Service Company

72 Cal Am’s response to Data Request ORA MC8-002, Q.4.a. Attachment 1, tabs 2013-2016.

2013 2014 2015 2016 2013-2015
Recorded Recorded Recorded Forecast Average

% of
Total SC

% of
Total SC

% of
Total SC

% of
Total SC

% of
Total SC

Business Development 2.56% 1.90% 3.02% 3.02% 2.49%
Central Lab 13.56% 15.62% 19.55% 19.55% 16.24%
Corp Admin 4.83% 5.03% 5.15% 5.15% 5.00%
Customer Service Center (CSC) 5.39% 7.17% 6.90% 6.90% 6.49%
Engineering 4.34% 3.25% 3.18% 3.18% 3.59%
External Affairs Communication 7.66% 7.54% 7.91% 7.91% 7.70%
Facilities 6.20% 5.81% 6.43% 6.43% 6.15%
Finance 5.98% 5.46% 6.47% 6.47% 5.97%
Government_Affairs 4.77% 4.91% 4.93% 4.93% 4.87%
Health & Safety 3.94% 5.03% 5.37% 5.37% 4.78%
HR Services 5.32% 4.86% 4.84% 4.84% 5.01%
Human Resources 4.32% 4.21% 4.43% 4.43% 4.32%
Information Technology Services (ITS) 5.26% 5.35% 5.35% 5.35% 5.32%
Innov & Env Stewardship 4.45% 4.64% 4.16% 4.16% 4.42%
Investor Relations 5.17% 1.73% 1.87% 1.87% 2.92%
Legal 3.11% 3.33% 3.65% 3.65% 3.36%
Physical & Cyber Security 5.46% 5.42% 4.95% 4.95% 5.28%
Regulated Ops 1.66% 1.75% 4.73% 4.73% 2.71%
Regulatory Policy 5.70% 5.38% 5.50% 5.50% 5.53%
Supply Chain 5.13% 5.40% 5.35% 5.35% 5.29%
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As the table above shows, allocation percentages to Cal Am tend to fluctuate year-1

over-year.  For example, in 2013 and 2014, Cal Am recorded just 1.66% and 1.75% of2

the total Service Company Regulated Ops Business Function, respectively.  In 2015, this3

percentage dramatically increased to 4.73%. Cal Am’s forecasting methodology4

ultimately bases its TY 2018 Regulated Ops amount on the 4.73% of total Regulated Ops5

allocated to Cal Am in 2015.  The result is that Cal Am’s forecast for TY 2018 Regulated6

Ops is 4.73% of the total Regulated Ops, even though the 2013 and 2014 recorded7

allocation percentages for Regulated Ops were 1.66% and 1.75%, respectively.8

A review of Table 4-4 above confirms that Regulated Ops is not an isolated case;9

instead the table demonstrates the majority of Business Function allocation percentages10

exhibit no clear trend.  Indeed, most Business Functions exhibit variable increases in one11

year and decreases in the next, or vice versa.  While this detail is not surprising, it does12

underscore the need for the Commission to smooth out fluctuations by adopting the three-13

year recorded average allocation percentages.14

Adopting three-year average Service Company percentage allocation factors also15

has the effect of accounting for the dynamic nature of American Water’s recent16

subsidiary acquisitions.  As further discussed in the Business Development section17

below, American Water has recently announced a number of acquisitions by18

Pennsylvania American Water and New Jersey American Water.  As American Water’s19

CEO Susan Story told investors in the second quarter earnings call:20

“We had excellent growth during the first half of 2016. We have added21

approximately 7,600 new customers from closed acquisitions and 5,300 customers22

from organic growth. We have agreements in place, pending regulatory approval,23

which would add 47,800 more customers that include both the previously24

announced Scranton Sewer Authority, which added 31,000 wastewater customers25

as well as our recently announced acquisition of Shorelands Water Company26

adding more than 11,000 water customers in New Jersey.”73
27

73 Web. 27 December 2016 http://seekingalpha.com/article/3995888-american-water-works-awk-ceo-
susan-story-q2-2016-results-earnings-call-transcript?page=2.
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In addition to the regulated subsidiary acquisitions mentioned above, between 20131

and 2015 American Water Works’ non-regulated subsidiary American Water Enterprises2

(“AWE”) entered into three long-term military base contracts to own, operate, and3

maintain the water and the wastewater systems at Vandenberg Air Force Base, CA,4

Picatinny Arsenal, NJ, and Hill Air Force Base in Utah.
74 AWE’s Military Services5

Group performs AWE’s military contracts.  The table below shows how these three new6

contracts resulted in a 23.96% increase in the number of customers served by the Military7

Services Group:
75

8

Table 4-5. 2013-2015 Customer Growth in AWE’s Military Services Group

74 Web. Retrieved 1/13/07. <http://pr.amwater.com/PressReleases/releasedetail.cfm?ReleaseID=933259,
< http://pr.amwater.com/PressReleases/releasedetail.cfm?ReleaseID=868372>,
<http://pr.amwater.com/PressReleases/releasedetail.cfm?ReleaseID=818439>
75 Number of Customer data obtained on American Water Works 2015 Military Base Water Quality
Reports, see Attachment 2.  Except Vandenberg AFB: Web. Retrieved January 17, 2017.
<http://www.spl.usace.army.mil/Media/News-Stories/Article/477124/building-big-for-water-at-
vandenberg/
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As seen in table 4-5, between 2013 and 2015, customers served by AWE increased by1

50,676, or 23.96%.  However, Service Company budget variance reports from 2013-20152

show the percent of total Service Company Operating Expenses (“OPEX”) allocated to3

AWE actually decreased during this time period.
76

Furthermore, over the same time4

period, Cal Am’s allocated percent of total Service Company OPEX increased from 5.3%5

to 5.8%, despite having only a minimal increase in customers.
77

The table below6

illustrates the percent of total Service Company OPEX allocated to AWE and Cal Am7

between 2013 and 2015 when AWE’s number of customers increased by 23.96%.8

Table 4-6. AWE and Cal Am % of Service Company OPEX Allocated

76 Cal Am’s response to Data Request ORA MC8-002, Q-2.a. See Attachment 3.
77 Cal Am workpapers CH03_REV_RO, tab “Recorded Data” (for each district) show a combined 0.49%
customer count increase from 2013-2015.
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Although Cal Am declined to forecast any Service Company economies of scale1

benefits from the recent acquisitions,
78

adopting allocation percentages based on a three-2

year average instead of using a single year to forecast TY 2018 will help smooth out the3

changing nature of regulated and AWE military subsidiaries’ use of the Service4

Company.  Consequently, the Commission should adopt the 2013-2015 three-year5

average allocation percentages shown in the table 4-4 above in order to forecast Cal Am’s6

TY 2018 Service Company Business Functions.7

2. Service Company Labor8

In A.16-07-002 Cal Am’s workpaper forecasts $6,494,975 for an allocation of9

Service Company Labor expense in TY 2018.
79

However, this amount also includes10

forecasts for employee bonuses referred to as the Service Company Annual Incentive11

Plan (“AIP”) and Employee Stock Options.  Through discovery, ORA was able to isolate12

forecasted actual payroll labor from the employee bonuses to find that Cal Am’s TY 201813

payroll labor forecast is $5,333,586, while AIP and Employee Stock Options account for14

$1,161,390 of Cal Am’s total $6,494,975 Service Company labor forecast.80
The15

remainder of this section will focus on Cal Am’s actual payroll labor forecast of16

$5,333,586 for Service Company, while AIP and Employee Stock Options will be17

discussed in next section.18

The Commission should adopt a Service Company payroll labor amount of19

$4,441,216 for TY 2018, which is $892,370 less than Cal Am’s $5,333,586 forecast.  The20

difference between the two forecasts is mainly the result of ORA’s use of the three-year21

average Service Company Business Function allocation percentages previously22

discussed, and ORA’s use of recorded 2015 labor as a base year to begin its labor23

forecast. In addition, ORA recommends using the latest Commission labor inflation24

78 Cal Am’s response to Data Request ORA MC8-008, Q.1.
79 Cal Am workpaper ALL_CH04_O&M_RO_Service Co, tab WS9, cell Q25. Also see Table 4-1 above.
80 Cal Am’s response to Data Request MC8-013, q.1. Attachment, tab “2016-CA ONLY”, cells E131-
J131 contain 2016 amounts when escalated by 2.78% and 3.24% equal $5,333,586 labor and $1,161,390
AIP.



44

factors as published monthly by the Commission’s ORA Water and Energy Cost of1

Service (“ECOS”) branches.2

Cal Am begins the Service Company labor forecast with a 2016 total Service3

Company budget amount for each Business Function and then allocates the same4

percentage of each Business Function to Cal Am that was recorded as allocated in 2015.5

Cal Am then compounds the resulting 2016 Cal Am labor budget estimate of $5,026,4656

by 2.78% and 3.24% for 2017 and 2018 labor inflation, respectively, to arrive at the TY7

2018 amount $5,333,586.
81 The result of Cal Am’s forecast is an 8.2% increase for8

Service Company labor in TY 2018 above its stated recorded 2015 labor.
82

9

Cal Am’s methodology is inappropriate because it is allocated based on a single10

year’s sample of allocation factors, uses an estimated 2016 amount as a base year amount11

instead of recorded payroll data, and ignores Commission-published labor escalation12

factors. The table below demonstrates Cal Am’s methodology.13

81 Ibid.
82 Cal Am’s response to Data Request ORA MC8-013, q.1. Attachment, tab “2015-CA ONLY”, cells
E131-H131 sum to $4,929,309 payroll labor 8.2% increase is $5,333,586.  Note: Uses Cal Am’s 2015
allocation factors only.
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Table 4-7. Cal Am’s TY 2018 Service Company Labor Methodology

Cal Am’s use of an estimated 2016 baseline arbitrarily disregards the1

Commission-published memorandum forecasting 0.1% labor inflation in 2016.
83

2

Furthermore, Cal Am’s 2017 and 2018 labor escalation factors are based on the3

Commission-published Composite non-labor inflation factors, which is a weighted4

calculation that contains no labor component.  The Commission’s instructions provide5

that the Composite non-labor rate is a weighted mixture of the Compensation per hour6

83 Commission Memorandum, “Office of Ratepayer Advocates: Estimates of Non-labor and Wage
Escalation Rates for 2016 through 2020 from the May 2016 IHS Global Insight U.S. Economic Outlook.”
Published June 20, 2016.

2016
(Estimate)

2017
(Forecast)

2018
(Forecast)

 Cal Am
TY 2018

Total Serv.
Co. Payroll
Labor

Non-labor
inflation
rate 2.78%

Non-labor
inflation
rate 3.24%

2015
allocation
factors

Serv. Co.
labor
allocation

Business Development $3,006,014 $3,089,581 $3,189,684 3.02% $96,214
Central Lab $1,057,038 $1,086,423 $1,121,624 19.55% $219,284
Corp Admin $0 $0 $0 5.15% $0
Customer Service Center (CSC) $21,853,376 $22,460,900 $23,188,633 6.90% $1,600,253
Engineering $1,021,552 $1,049,951 $1,083,969 3.18% $34,431
External Affairs Communication $2,391,061 $2,457,533 $2,537,157 7.91% $200,586
Facilities $83,305 $85,620 $88,395 6.43% $5,684
Finance $17,824,955 $18,320,488 $18,914,072 6.47% $1,224,510
Government_Affairs $145,084 $149,117 $153,948 4.93% $7,590
Health & Safety $637,169 $654,882 $676,100 5.37% $36,295
HR Services $1,993,177 $2,048,588 $2,114,962 4.84% $102,452
Human Resources $8,404,654 $8,638,303 $8,918,184 4.43% $394,665
Information Technology Services (ITS) $16,216,167 $16,666,977 $17,206,987 5.35% $921,105
Innov & Env Stewardship $1,371,476 $1,409,604 $1,455,275 4.16% $60,483
Investor Relations $478,110 $491,402 $507,323 1.87% $9,482
Legal $3,250,809 $3,341,182 $3,449,436 3.65% $125,809
Physical & Cyber Security $1,170,345 $1,202,881 $1,241,854 4.95% $61,412
Regulated Ops $2,686,664 $2,761,354 $2,850,821 4.73% $134,892
Regulatory Policy $418,797 $430,440 $444,386 5.50% $24,445
Supply Chain $1,303,739 $1,339,983 $1,383,398 5.35% $73,996
Total $85,313,494 $87,685,209 $90,526,209 $5,333,585
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rate that is “applicable to contracted services”84
and the monthly non-labor rate that “is1

related to materials and supply purchases.”85 Indeed, the Commission’s specified2

calculation is that “the monthly non-labor rate is to be weighted by 60 percent and the3

Compensation per Hour Index weighted at 40 percent.”86
Consequently, there is no4

portion of Cal Am’s labor escalation methodology that includes a labor inflation5

component.  As a result, the Commission should reject Cal Am’s labor inflation factors.6

ORA’s method begins with total Service Company labor recorded in 2015 for7

each Business Function and escalates to TY 2018 total Service Company using the8

Commission-published ECOS labor inflation factors published in May 2016.  These9

factors are 0.1%, 1.0% and 2.4% for 2016, 2017 and 2018, respectively.  As discussed in10

Section 1, ORA then allocates each Business Function to Cal Am based on the three-year11

average percentage allocation factors.  As shown in the table below, ORA’s methodology12

results in a total Service Company payroll labor forecast of $80,781,225 for 2018, with a13

combined portion allocated to Cal Am for $4,441,214 in TY 2018, or 5.5% of total14

forecasted Service Company payroll labor.15

84 Commission Memorandum, “ORA May 2016 Summary of Compensation per Hour” Published June
20, 2016.
85 Ibid.
86 Ibid.
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Table 4-8. ORA TY 2018 Service Company Payroll Labor Forecast

In addition to using three-year average allocation factors, ORA’s 2015 base year1

methodology is superior to Cal Am’s estimated 2016 payroll as base year because it uses2

actual recorded 2015 payroll expense data as its starting point. The Commission has3

previously examined this issue and agreed, stating “We believe that ORA’s method of4

using the actual 2014 payroll expense data is a preferable starting point than estimating5

2015 payroll and starting there.”87
6

ORA’s labor inflation methodology is also superior to Cal Am’s because it is7

based on the same Commission-published factors that are used to inflate labor during8

attrition filings, as directed by the Rate Case Plan.
88 Cal Am’s method uses a budget9

estimate for 2016 labor and then uses Composite non-labor inflation factors (with no10

87 San Jose Water Company GRC A.15-01-002, D.16-06-004, p. 20.
88 D.07-05-062, p. A-19.

2015
(Recorded)

2016
(Forecast)

2017
(Forecast)

2018
(Forecast)  TY 2018

Total Serv.
Co. Payroll
Labor

 .1% labor
inflation

1% labor
inflation

2.4% labor
inflation

3-year avg.
allocation
factors

Serv. Co.
labor
allocation

Business Development $2,230,226 $2,232,457 $2,254,781 $2,308,896 2.49% $0
Central Lab $950,349 $951,300 $960,813 $983,872 16.24% $159,790
Corp Admin $150,419 $150,569 $152,075 $155,724 5.00% $7,794
Customer Service Center (CSC) $23,110,824 $23,133,935 $23,365,274 $23,926,041 6.49% $1,552,495
Engineering $1,028,786 $1,029,815 $1,040,113 $1,065,076 3.59% $38,197
External Affairs Communication $2,376,750 $2,379,126 $2,402,918 $2,460,588 7.70% $189,528
Facilities $72,252 $72,324 $73,048 $74,801 6.15% $4,597
Finance $14,769,725 $14,784,495 $14,932,340 $15,290,716 5.97% $913,004
Government_Affairs $83,217 $83,301 $84,134 $86,153 4.87% $4,196
Health & Safety $597,519 $598,117 $604,098 $618,596 4.78% $29,558
HR Services $1,462,395 $1,463,858 $1,478,496 $1,513,980 5.01% $75,816
Human Resources $6,336,716 $6,343,053 $6,406,483 $6,560,239 4.32% $283,145
Information Technology Services (ITS) $13,725,410 $13,739,136 $13,876,527 $14,209,564 5.32% $755,715
Innov & Env Stewardship $1,621,743 $1,623,365 $1,639,599 $1,678,949 4.42% $74,131
Investor Relations $312,039 $312,351 $315,474 $323,045 2.92% $9,444
Legal $3,219,379 $3,222,599 $3,254,825 $3,332,941 3.36% $112,113
Physical & Cyber Security $783,228 $784,011 $791,851 $810,855 5.28% $42,787
Regulated Ops $3,624,502 $3,628,126 $3,664,407 $3,752,353 2.71% $101,821
Regulatory Policy $371,556 $371,927 $375,647 $384,662 5.53% $21,256
Supply Chain $1,201,781 $1,202,983 $1,215,013 $1,244,173 5.29% $65,828
Total $78,028,818 $78,106,847 $78,887,915 $80,781,225 $4,441,214
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labor component) to arrive at TY 2018.  As a result, the Commission should reject Cal1

Am’s method and adopt $4,441,214 for TY 2018 Service Company Labor.2

3. Service Company Annual Performance Plan and3
Employee Stock Options4

For TY 2018, Cal Am includes $1,161,390 for Employee Incentive plans across5

three categories: the Annual Performance Plan (“APP”), Compensation Expense –6

Options (“Stock Options”), and Compensation Expense- Restricted Stock Units7

(“RSU”).89 Cal Am’s TY 2018 forecast of $1,161,390 for Employee Incentive plans is a8

359% increase above the $323,300 amount previously adopted for 2015 by the9

Commission in D.15-04-007.
90 The following table presents Cal Am’s methodology.10

89 Cal Am’s response to Data Request MC8-013, q.1. Attachment, tab “2016-CA ONLY”, cells H131-
J131 contain 2016 amount $1,094,514. Cal Am escalates by 2.78% and 3.24% to equal $1,161,390 in
2018.
90 ORA recommended $123,300 Incentive Plan for Service Company, A.13-07-002 ORA Report on
General Office and Income Taxes, page 24.  The adopted settlement agreement states Service Company
costs for 2015 “reflects the inclusion of approximately $200,000 of additional Incentive Plan costs over
the amount proposed by ORA.”
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Table 4-9. Cal Am’s TY 2018 Service Company Employee Incentives

1

The Commission should adopt $302,068 for combined Employee Incentives APP,2

Stock Options and RSUs for the Service Company in TY 2018, which is an amount3

$859,322 less than Cal Am’s current forecast.  The reasons for the difference are ORA’s4

use of recorded 2015 data as a base year instead of Cal Am’s 2016 estimate, use of5

different labor inflation factors and the use of different percentage allocation factors.  In6

addition, ORA recommends that shareholders fund 50% of APP, 50% of PSUs and the7

entire cost of RSUs.
91

The following table demonstrates ORA’s methodology:8

91 See ORA Payroll Expense Testimony of witness Julia Ende for further discussion of this
recommendation.

2016 Budgeted
Total Serv. Co.
APP

2016 Budgeted
Total Serv. Co.
Options (PSUs)

2016
Budgeted
(RSUs)

2016 Total
Budgeted
Employee
Incentives

Non-Labor
inflation 6.11%
compounded
to 2018

Recorded
2015
Allocation
Factors Totals

Business Development $750,740 $235,979 $555,127 $1,541,847 $1,636,053 3.02% $49,351
Central Lab $112,213 $7,048 $10,572 $129,833 $137,766 19.55% $26,934
Corp Admin $0 $0 $0 $0 $0 5.15% $0
Customer Service Center (CSC) $821,403 $32,584 $48,876 $902,864 $958,029 6.90% $66,114
Engineering $171,048 $8,314 $12,471 $191,834 $203,555 3.18% $6,466
External Affairs Communication $561,732 $213,191 $319,334 $1,094,258 $1,161,117 7.91% $91,797
Facilities $8,330 $0 $0 $8,330 $8,839 6.43% $568
Finance $2,681,773 $482,673 $806,773 $3,971,220 $4,213,861 6.47% $272,808
Government_Affairs $43,109 $17,163 $25,745 $86,018 $91,273 4.93% $4,500
Health & Safety $120,131 $21,878 $32,816 $174,825 $185,507 5.37% $9,959
HR Services $169,209 $4,714 $8,755 $182,678 $193,839 4.84% $9,390
Human Resources $1,511,034 -$85,341 $229,069 $1,654,762 $1,755,868 4.43% $77,704
Information Technology Services $2,422,705 $92,457 $138,686 $2,653,848 $2,815,998 5.35% $150,743
Innov & Env Stewardship $194,660 $18,867 $28,301 $241,827 $256,603 4.16% $10,665
Investor Relations $124,914 $33,575 $62,354 $220,843 $234,337 1.87% $4,380
Legal $1,087,212 $527,652 $707,218 $2,322,082 $2,463,962 3.65% $89,866
Physical & Cyber Security $150,552 $5,013 $7,520 $163,085 $173,050 4.95% $8,558
Regulated Ops $1,820,161 $1,231,126 $2,114,732 $5,166,018 $5,481,662 4.73% $259,375
Regulatory Policy $92,935 $30,452 $45,679 $169,066 $179,396 5.50% $9,868
Supply Chain $177,260 $16,095 $24,142 $217,497 $230,787 5.35% $12,344
Total $13,021,124 $2,893,442 $5,178,171 $21,092,737 $22,381,503 $1,161,390
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Table 4-10.  ORA’s TY 2018 Forecast for Service Company APP and PSUs

4. Business Development Function1

Cal Am is requesting $208,185 to be recovered in TY 2018 from California2

ratepayers for its share of the Business Development Business Function.
92 Cal Am’s3

allocation represents approximately 3.02% of the total Business Development expense4

budgeted by Service Company.  The Commission should remove all costs associated with5

the Business Development function from Cal Am’s TY 2018 rates.6

Cal Am states that it should recover costs for Business Development from7

California ratepayers because customers benefit from the increased economies of scale8

produced by the Business Development unit, as well as an improved cost of capital.
93

9

Concerning Cal Am’s improved cost of capital assertion, ORA is already recommending10

a sufficient amount of ratepayer funding for the Service Company’s Investor Relations11

92 Cal Am’s response to Data Request ORA MC8-002, Q.4.A, Attachment 1.
93 Direct Testimony of Todd Pray, pp. 22-23.

2015 Recorded
Total Serv. Co.
APP

2015 Recorded
Total Serv. Co.
Options (PSUs)

2015 Recorded
Total Serv. Co.
Incentive
(APP + PSUs)

3.53% Labor
Inflation
Compound
to 2018

ORA 50%
reduction for
shareholder
funded
portion

3- Year
Average
allocation
factors Totals

Business Development $550,066 $66,967 $617,033 $638,814 $319,407 N/A N/A
Central Lab $111,493 $3,585 $115,077 $119,140 $59,570 16.24% $9,675
Corp Admin $0 $0 $0 $0 $0 5.00% $0
Customer Service Center (CSC) $595,071 $21,432 $616,503 $638,266 $319,133 6.49% $20,708
Engineering $11,286 $6,893 $18,179 $18,820 $9,410 3.59% $337
External Affairs Communication $556,051 $68,032 $624,083 $646,113 $323,057 7.70% $24,884
Facilities $8,488 $0 $8,488 $8,788 $4,394 6.15% $270
Finance $2,394,200 $328,254 $2,722,454 $2,818,556 $1,409,278 5.97% $84,148
Government_Affairs $29,403 $0 $29,403 $30,441 $15,220 4.87% $741
Health & Safety $120,061 $11,796 $131,857 $136,512 $68,256 4.78% $3,261
HR Services $23,262 $876 $24,139 $24,991 $12,496 5.01% $626
Human Resources $1,269,396 $53,892 $1,323,288 $1,370,000 $685,000 4.32% $29,565
Information Technology Services $2,687,896 $43,029 $2,730,925 $2,827,327 $1,413,663 5.32% $75,184
Innov & Env Stewardship $148,490 $11,857 $160,347 $166,007 $83,003 4.42% $3,665
Investor Relations $64,537 $2,506 $67,043 $69,410 $34,705 2.92% $1,015
Legal $757,101 $67,454 $824,555 $853,662 $426,831 3.36% $14,358
Physical & Cyber Security $104,137 $1,088 $105,225 $108,940 $54,470 5.28% $2,874
Regulated Ops $1,263,803 $260,942 $1,524,745 $1,578,568 $789,284 2.71% $21,417
Regulatory Policy $91,161 $15,598 $106,759 $110,528 $55,264 5.53% $3,054
Supply Chain $215,539 $14,010 $229,549 $237,652 $118,826 5.29% $6,287
Total $11,001,442 $978,211 $11,979,652 $12,402,534 $6,201,267 $302,068
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and Finance functions to handle capital needs.  Furthermore, in Cal Am’s peer group of1

the four largest Class A Water utilities that file a Joint Cost of Capital application with2

the Commission, Cal Am currently has the highest authorized Rate of Return at 8.41%.3

Cal Am also asserts in testimony that the Business Development function4

potentially improves economies of scale, explaining:5

“Simply, the larger a customer base, the greater the ability the Company has to6

spread certain costs over that customer base.  When an acquisition is made by any7

American Water subsidiary which increases potential for economy of scale of8

[Service Company] provided services, the benefits are spread to all subsidiaries9

receiving services in the form of costs that are lower.  These savings are passed on10

to customers of all subsidiaries receiving this service.”94
11

As the table below shows, a number of subsidiary acquisitions and military base contracts12

expanding the customer base have recently been completed or are expected to be13

completed during 2017.14

94 Direct Testimony of Todd Pray, pp. 22-23.
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Table 4-11.  American Water Works’ Recent Subsidiary Acquisitions

According to Cal Am’s testimony, when a subsidiary makes an acquisition,1

economies of scale savings are passed on to customers of all other subsidiaries in the2

form of lower costs.  During discovery, ORA requested that Cal Am:3

“Demonstrate these savings to California by updating the % of total Service4

Company for each Business Function taking into account the following recent5

American Water subsidiary acquisitions:  McKeesport Wastewater, Sewer6

Authority of the City of Scranton, Shorelands Water Company, Environmental7

Disposal Corporation, Roxiticus Water Company, Keystone Clearwater,8

Vandenberg AFB, Picatinny Arsenal and Hill AFB.”95
9

10

95 Data Request ORA MC8-008, Q-1.

System State
# additional
customers

acquisition
close date

Regulated/
Military

McKeesport Waste Water PA 22,000 2017¹ Regulated
Sewer Authority of the City of Scranton, Pennsylvania PA 31,000 2016 Regulated
Total Pennsylvania American Water additions 53,000

Shorelands Water Company NJ 11,000 2016¹ Regulated
Environmental Disposal Corporation (EDC) NJ 5,300 2016 Regulated
Roxiticus Water Company NJ 100 2016 Regulated
Total New Jersey American Water additions 16,400

Adams Ranch Mutual Water Company CA 176 2016 Regulated
Geyserville CA 318 2016 Regulated
Meadowbrook CA 1,650 2016 Regulated
Total Cal Am additions 2,144
¹Announced
Recent Contracts added
Vandenberg Air Force Base CA 18,000 2016 Military
Picatinny Arsenal NJ 6,011 2014 Military
Hill Air Force Base UT 26,665 2014 Military
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Although ORA presented Cal Am with an opportunity to demonstrate these economies of1

scale savings from American Water’s recently announced subsidiary acquisitions, Cal2

Am refused, stating in part:3

“Cal Am objects to this question because it seeks to require the company to4

generate new work or calculations.  Cal Am further objects to the extent that this5

request seeks information that is not relevant or is beyond the scope of this6

proceeding.”96
7

Contrary to Cal Am’s assertion, the TY 2018 forecast of the economies of scale8

benefits from subsidiary acquisitions is squarely within the scope of this proceeding and9

is directly relevant to TY 2018 Service Company expense forecast to Cal Am.  Although10

Cal Am asserts ratepayers should fund $208,185 in Business Development due to the11

benefits of increased economies of scale, when there is an opportunity to pass the12

forecasted savings to ratepayers, Cal Am refuses.  As a result, the Commission should13

deny any recovery by Cal Am for the Business Development function in TY 2018.14

5. External Affairs- Remove Charitable Contributions15

Cal Am’s forecast for External Affairs is based on the 2016 budgeted amount,16

escalated for inflation to TY 2018.  Cal Am provided evidence showing that its 201617

budget for External Affairs contains $5,484 in Charitable Donations.
97

Applying Cal18

Am’s inflation factors results in $5,819 of Charitable Donations in TY 2018.  The19

Commission should remove the $5,819 for Charitable Donations from the TY 201820

External Affairs forecast.  This recommendation is due to the long-standing Commission21

policy of excluding philanthropic efforts, or charitable contributions from rates, as22

reiterated in D.04-07-022:23

“The American Heritage Dictionary defines ‘philanthropy’ as ‘the effort to increase24

the well-being of mankind, as by charitable donations.’ The Commission’s policy25

of excluding charitable donations from authorized rate recovery was upheld by the26

96 Cal Am’s response to Data Request ORA MC8-008, Q-1.
97 Cal Am’s response to Data Request ORA MC8-013, Q-1, Attach. 1, tab 2016-CA ONLY, cell AV47.
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California Supreme Court in Pacific Tel. & Tel. Co. v. Public Util. Comm. (1965)1

62 Cal.2d 634, 669.”98
2

Therefore, in TY 2018 the Commission should deny Cal Am recovery of $5,819 in3

Charitable Donations in the External Affairs Service Company Business Function.4

D. CONCLUSION5

For Cal Am’s TY 2018, the Commission should adopt a Service Company6

methodology that is based on the three-year average allocation percentages for Business7

functions.  In addition, the Commission should adopt a Service Company labor forecast8

based on recorded 2015 data adjusted for inflation, consistent with D.16-06-004. For9

Service Company Employee Incentives, the Commission should adopt 50% shareholder10

funding of APP and PSUs and not allow any recovery for RSUs. Finally the Commission11

should remove any ratepayer funding for Business Development due to the lack of any12

ratepayer benefits, and for Charitable Contributions due to long-standing Commission13

precedent.14

15

16

17

18

19

20

21

22

23

24

98 D.04-07-022, p. 210, re: Southern California Edison’s A.02-05-004, TY 2003 GRC.
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V. SPECIAL REQUEST #31

2

A. INTRODUCTION3

In Special Request 3, Cal Am is requesting uniform treatment across all districts4

for local municipalities’ Franchise Fees. According to Cal Am, currently the5

Sacramento, Toro, and Garrapata districts all forecast Franchise Fees in rates instead of6

as a separate charge on customer bills, as is the practice for all of Cal Am’s other7

districts.
99

Cal Am is also requesting that this approach for Franchise Fees be taken for8

future acquisitions, including the acquisitions included in the current application.
100

9

ORA reviewed and analyzed Cal Am’s testimony, discovery responses and workpapers10

before making its recommendation.11

B. SUMMARY OF RECOMMENDATIONS12

1. The Commission should adopt Cal Am’s request to13

treat Franchise Fees uniformly across all districts by14

using a separate surcharge instead of including15

Franchise Fees in rates.16

C. DISCUSSION17

During discovery, ORA examined sample copies of several customer bills in order18

to verify the proper Franchise Fee surcharge amounts for the districts with separate19

surcharges.
101 In addition, ORA reviewed Cal Am’s workpapers and discovered that for20

TY 2018, Cal Am was forecasting $7,683 for Franchise Fees (labeled as “Gross Receipts21

Tax”) for the Larkfield district.102
However, according to Cal Am testimony, Larkfield22

Franchise Fees should be collected through a separate surcharge and not collected in23

99 Testimony of Jeffrey Linam, p. 14.
100 Testimony of Jeffrey Linam, p. 15.
101 Cal Am’s response to Data Request ORA MC8-010, Q. 1.
102 Cal Am workpaper ALL_CH05_OTAX_RO, tab “Summary of Costs WS9-C” cell Q177.
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rates.
103

Cal Am agreed to remove the $7,683 Franchise Fees from Larkfield’s TY 20181

rates because “Gross Receipts tax and Franchise Fees refer to the same thing and there2

should be no forecasted amount in the model as discussed in the section IV.C of the3

direct testimony of Jeffery Linam.”104 As discussed in ORA’s chapter on Taxes Other4

Than Income, the Commission should remove $7,683 from Larkfield’s TY 2018 rates for5

Franchise Fees that are collected through a separate surcharge.6

Despite Cal Am’s workpaper error containing Larkfield Franchise Fees described7

above, the Commission should adopt Special Request 3 because it will provide8

ratemaking consistency across Cal Am’s districts with no harm to ratepayers.  This9

consistency should also simplify the ratemaking process slightly by removing the10

Franchise Fees forecast altogether instead of continuing the forecast for only a few select11

districts.  Moreover, there should be no noticeable impact on customer bill amounts, as12

Franchise Fee amounts removed from ratemaking will continue to be collected – the only13

difference being that the collection will be via a separate surcharge instead of in rates.14

D. CONCLUSION15

The Commission should grant Cal Am’s request to include separate surcharges for16

Franchise Fees in the Sacramento, Toro, and Garrapata districts, instead of including17

Franchise Fees in rates.  In addition, Cal Am should take this approach for Franchise Fees18

for future acquisitions, including the acquisitions included in the instant proceeding.  The19

Commission should also adopt the adjustment to remove $7,683 for Franchise Fees20

inappropriately forecast by Cal Am in Larkfield’s TY 2018 rates.21

22

103 Testimony of Jeffrey Linam, Footnote, p. 14.
104 Cal Am’s response to Data Request ORA MC8-010, Q. 5a.
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Attachment 1: Witness Qualifications
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QUALIFICATIONS AND PREPARED TESTIMONY1

OF MICHAEL CONKLIN2

3

4

Q.1 Please state your name and business address.5

A.1 My name is Michael Conklin and my business address is 320 West 4th Street, Los6

Angeles, California 90013.7

Q.2 By whom are you employed and in what capacity?8

A.2 I am a Financial Examiner IV in the Water Branch of the Office of Ratepayer9

Advocates (“ORA”).10

Q.3 Briefly describe your pertinent educational background.11

A.3 I received a Bachelor of Science Degree in Accounting from the City University12

of New York, Hunter College, graduating with high honors.  I also received a13

Master of Science in Accountancy from San Francisco State University.  I am also14

a licensed Certified Public Accountant (“CPA”) in the State of California.15

Q.4 Briefly describe your professional experience.16

A.4 Prior to joining the Commission, I worked as a trading operations manager on the17

equity trading floor for Citigroup Global Markets in New York.  I joined the18

Office of Ratepayer Advocates Water Branch in July 2012. My experience at the19

Commission includes responsibility for reports on Affiliate Transactions during20

proceeding A.12-07-007, Taxes and A&G expenses for proceeding A.13-01-003,21

General Office Allocations and Taxes for proceedings A.13-07-002 and A.14-07-22

006, and Taxes and Working Cash for A.16-01-002.  I also served as ORA’s lead23

project coordinator for General Rate Case A.15-07-001.24
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Q.5 What is your responsibility in this proceeding?1

A.5 I am assigned to provide testimony regarding Cal Am’s Income Taxes, Taxes2

Other Than Income, General Office Rate Base, and Service Company allocation3

for Test Year 2018.4

Q.6 Does that conclude your direct testimony?5

A.6 Yes, at this time.6

7

8

9

10

11

12

13

14

15

16
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Attachment 2:  Military Customers
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Attachment 3: Service Company OPEX 2013-2015
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